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2 A mortgage securitization transaction involves selling mortgages to a securitizer who pools them and creates a 

mortgage-backed security. The subsequent payment streams are then sold to various groups of investors. For more 

information, see CRS Report RS22722, Securitization and Federal Regulation of Mortgages for Safety and Soundness, 

by Edward V. Murphy. 
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In accordance with regulations prescribed by the (Federal Reserve) Board, no creditor may 

make a residential mortgage loan unless the creditor makes a reasonable and good faith 

determination based on verified and documented information that, at the time the loan is 

consummated, the consumer has a reasonable ability to repay the loan, according to its 

terms, and all applicable taxes, insurance (including mortgage guarantee insurance), and 

assessments. 
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3 See http://www.federalreserve.gov/newsevents/press/bcreg/20110419a.htm. The rule was published in the Federal 
Register on May 11, 2011. See http://www.gpo.gov/fdsys/pkg/FR-2011-05-11/pdf/2011-9766.pdf. General rulemaking 

authority for the Truth-in-Lending Act (TILA; P.L. 90-321; 82 Stat. 146), which is implemented under Regulation Z, 

transfers to the CFPB on July 21, 2011. See CRS Report R41338, The Dodd-Frank Wall Street Reform and Consumer 
Protection Act: Title X, The Consumer Financial Protection Bureau, by David H. Carpenter. 

4 See http://www.consumerfinance.gov/pressreleases/consumer-financial-protection-bureau-seeks-further-comment-on-

ability-to-repay-mortgage-rule/ and http://files.consumerfinance.gov/f/201205_cfpb_Ability_to_Repay.pdf. 
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of a mortgage-backed security pool. See the QRM rules at http://www.fdic.gov/news/board/29Marchno2.pdf. 

11 See CRS Report RL34661, �)�D�Q�Q�L�H���0�D�H�¶�V���D�Q�G���)�U�H�G�G�L�H���0�D�F�¶�V���)�L�Q�D�Q�F�L�D�O���3�U�R�E�O�H�P�V, by N. Eric Weiss. 

12 For complete tables with side-by-side comparisons of Alternatives 1 and 2 of the QM loans as well as QM with 

QRM loans, see http://www.philadelphiafed.org/bank-resources/publications/consumer-compliance-outlook/outlook-

live/2011/052611.pdf and http://www.mbaa.org/files/ResourceCenter/MIRA/MBARiskRetentionRuleSummary.pdf. 
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�E�R�U�U�R�Z�H�U���Z�R�U�N�R�X�W���R�S�W�L�R�Q�V�����L�Q���W�K�H���H�Y�H�Q�W���R�I���G�H�I�D�X�O�W�� 

�7�D�E�O�H�������S�U�R�Y�L�G�H�V���D�Q���D�E�E�U�H�Y�L�D�W�H�G���V�X�P�P�D�U�\���R�I���G�L�I�I�H�U�H�Q�F�H�V���E�H�W�Z�H�H�Q���W�K�H���4�0���D�Q�G���4�5�0��
�U�H�T�X�L�U�H�P�H�Q�W�V�����$�V���V�W�D�W�H�G���H�D�U�O�L�H�U�����W�K�H���4�5�0���U�H�T�X�L�U�H�P�H�Q�W�V���I�R�U���V�H�F�X�U�L�W�L�]�H�G���P�R�U�W�J�D�J�H�V���W�K�D�W���Z�R�X�O�G���E�H��
�H�[�H�P�S�W�H�G���I�U�R�P���W�K�H���U�L�V�N���U�H�W�H�Q�W�L�R�Q���U�X�O�H���D�U�H���V�W�U�L�F�W�H�U���W�K�D�Q���W�K�H���4�0���U�H�T�X�L�U�H�P�H�Q�W�V���� 

                                                 
13 For a brief summary of the eligibility criteria for loans to meet the QRM standard, see http://www.fhfa.gov/webfiles/

21113/RiskRetentionLawler41211.pdf. 

14 Typically, lenders set specific limits on borrower qualifying ratios or measures of borrower debt burden. The 

monthly mortgage payment to monthly (before tax) income ratio is known as the front-end ratio, and the monthly total 

debt payment to monthly (before tax) income ratio is known as the back-end ratio. Prime borrowers, who possess 

financial characteristics that indicate the ability to meet all scheduled payment obligations on time, typically have front- 

and back-end ratios that do not exceed 28% and 36%, respectively. The 28% and 36% qualifying ratios are standard for 

conventional loans, which follow guidelines established by Fannie Mae and Freddie Mac. For loans insured by the 

Federal Housing Administration (FHA), the front- and back-end ratios are set at 29% and 41%, respectively (see 

Mortgagee Letters 1989-25, 1997-26, and 2005-16, at http://www.hud.gov/offices/adm/hudclips/letters/mortgagee/).  
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Table 1. Abbreviated Comparison of QM and QRM Requirements  

Requirements  Qualified Mortgage (QM)  
Qualified Residential Mortgage 

(QRM)  

Banned Mortgage Product 
Features 

Negative amortization loans, 
interest only, balloon payments 

Negative amortization loans, interest 
only, balloon payments, junior liens, 
prepayment penalties 

Points and Fees May not exceed 3% of the total loan 
amount for loans of $75,000 or 
more 

May not exceed 3% of the total loan 
amount 

Underwriting at Fully Indexed 
Interest Rates 

Loan must be underwritten using 
the maximum interest rate that 
would occur in the first 5 years after 
the loan becomes legally binding 
(usually at closing) 

Loan must be underwritten using the 
maximum interest rate that would occur 
in the first 5 years after the first loan 
payment is due 

Income or Assets Consider and verify Consider and verify 

Employment Status No specific requirement Consider and verify 

Front-end/Back-end Ratios No specific requirement 28%, 36% 

Credit History No specific requirement Current on all debts; no 60 day 
delinquencies in past 2 years; no 
bankruptcies or foreclosures in past 3 
years  

Downpayment Requirements No specific requirements 20% home purchase; 25% standard 
refinance, 30% cash-out refinance 

Source: Philadelphia Federal Reserve Bank at http://www.philadelphiafed.org/bank-resources/publications/
consumer-compliance-outlook/outlook-live/2011/052611.pdf. 

Risky Mortgage Underwriting and Financing 

Practices (Type 1 Errors) 
�7�K�H���W�\�S�L�F�D�O���H�U�U�R�U�V���W�K�D�W���R�F�F�X�U���L�Q���P�R�U�W�J�D�J�H���O�H�Q�G�L�Q�J���F�D�Q���E�H���F�K�D�U�D�F�W�H�U�L�]�H�G���X�V�L�Q�J���D���V�W�D�Q�G�D�U�G���V�W�D�W�L�V�W�L�F�D�O��
�I�U�D�P�H�Z�R�U�N��15���6�X�S�S�R�V�H���D���³�W�\�S�H�������H�U�U�R�U�´���R�F�F�X�U�V���Z�K�H�Q���E�R�U�U�R�Z�H�U�V���Z�K�R���D�U�H���O�L�N�H�O�\���W�R���K�D�Y�H���U�H�S�D�\�P�H�Q�W��
�S�U�R�E�O�H�P�V���U�H�F�H�L�Y�H���O�R�D�Q�V�����D���³�W�\�S�H�������H�U�U�R�U�´���R�F�F�X�U�V���Z�K�H�Q���E�R�U�U�R�Z�H�U�V���Z�K�R���D�U�H���O�L�N�H�O�\���W�R���U�H�S�D�\���W�K�H�L�U��
�O�R�D�Q�V���R�Q���W�L�P�H���D�U�H���G�H�Q�L�H�G���F�U�H�G�L�W�����,�Q���W�K�L�V���F�R�Q�W�H�[�W�����H�[�W�H�Q�G�L�Q�J���F�U�H�G�L�W���W�R���X�Q�T�X�D�O�L�I�L�H�G���E�R�U�U�R�Z�H�U�V�����W�\�S�H������
�H�U�U�R�U�V�����F�D�Q���W�U�D�Q�V�O�D�W�H���L�Q�W�R���V�X�E�V�W�D�Q�W�L�D�O���F�R�V�W�V���W�R���O�H�Q�G�H�U�V���D�Q�G���I�R�V�W�H�U���D���U�L�V�H���L�Q���D�J�J�U�H�J�D�W�H���L�Q�G�H�E�W�H�G�Q�H�V�V��
�W�K�D�W���P�D�N�H�V���E�R�W�K���E�R�U�U�R�Z�H�U�V���D�Q�G���O�H�Q�G�H�U�V���Y�X�O�Q�H�U�D�E�O�H���W�R���D���V�X�G�G�H�Q���Z�H�D�N�H�Q�L�Q�J���R�I���H�F�R�Q�R�P�L�F���F�R�Q�G�L�W�L�R�Q�V����
�2�Q���W�K�H���R�W�K�H�U���K�D�Q�G�����Q�R�W���H�[�W�H�Q�G�L�Q�J���F�U�H�G�L�W���W�R���T�X�D�O�L�I�L�H�G���E�R�U�U�R�Z�H�U�V�����W�\�S�H�������H�U�U�R�U�V�����P�D�\���W�U�D�Q�V�O�D�W�H���L�Q�W�R��
�I�R�U�J�R�Q�H���S�U�R�I�L�W���R�S�S�R�U�W�X�Q�L�W�L�H�V���I�R�U���O�H�Q�G�H�U�V�����D�O�W�K�R�X�J�K���W�K�H�U�H���Z�R�X�O�G���E�H���Q�R���U�H�D�O�L�]�H�G���O�R�V�V�H�V�����7�K�H��
�F�R�Q�V�H�T�X�H�Q�F�H�V���R�I���P�D�N�L�Q�J���W�\�S�H�������H�U�U�R�U�V���D�U�H���F�R�Q�V�L�G�H�U�H�G���Z�R�U�V�H���I�R�U���O�H�Q�G�H�U�V�����D�Q�G���W�D�[�S�D�\�H�U�V�����V�K�R�X�O�G��
�Q�X�P�H�U�R�X�V���P�R�U�W�J�D�J�H���G�H�I�D�X�O�W�V���U�H�V�X�O�W���L�Q���I�H�G�H�U�D�O���L�Q�W�H�U�Y�H�Q�W�L�R�Q�V���G�H�V�L�J�Q�H�G���W�R���V�W�D�E�L�O�L�]�H���I�L�Q�D�Q�F�L�D�O��
�P�D�U�N�H�W�V�����W�K�D�Q���W�\�S�H�������H�U�U�R�U�V�����7�K�H���F�R�Q�V�H�T�X�H�Q�F�H�V���R�I���W�\�S�H�������H�U�U�R�U�V�����K�R�Z�H�Y�H�U�����L�Q�F�O�X�G�H���O�H�V�V���F�U�H�G�L�W��
�D�Y�D�L�O�D�E�L�O�L�W�\���I�R�U���T�X�D�O�L�I�L�H�G���E�R�U�U�R�Z�H�U�V�����Z�K�L�F�K���P�D�\���L�P�S�H�G�H���R�Y�H�U�D�O�O���H�F�R�Q�R�P�L�F���U�H�F�R�Y�H�U�\�����,�Q���V�K�R�U�W�����W�K�H��

                                                 
15 See U.S. Congress, House Committee on Financial Services, Subcommittee on Capital Markets and Government 

Sponsored Enterprises, Statement of Henry V. Cunningham Jr., CMB, Understanding the Implications and 

Consequences of the Proposed Rule on Risk Retention, 112th Cong., 1st sess., April 14, 2011, p. 8 at 

http://www.mortgagebankers.org/files/Advocacy/2011/MBATestimonyonRiskRetention.pdf. 
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16 On July 14, 2008, the Federal Reserve issued final rules that prohibit collateral-dependent lending, require 

documentation of income, require escrowing for taxes, and prohibit other risky underwriting practices that affect 

higher-priced mortgage loans. �7�K�H���U�X�O�H���U�H�T�X�L�U�H�V���D�O�O���O�H�Q�G�H�U�V���W�R���F�R�Q�V�L�G�H�U���E�R�U�U�R�Z�H�U�V�¶���D�E�L�O�L�W�\���W�R���U�H�S�D�\���D�Q�\���K�L�J�K�H�U-priced 

mortgage loan. See http://www.federalreserve.gov/newsevents/press/bcreg/20080714a.htm. The Dodd-Frank Act 

codified many of these regulations in amendment form. 

17 The term nonprime lending may be an accurate characterization of lending that does not occur in traditional 

conventional or prime mortgage markets, although the term subprime has been adopted. Various developments in the 

mortgage markets contributed to the advance of nonprime lending. Beginning in the 1990s, credit increasingly became 

available for borrowers with weaker credit. Instead of turning down those loan requests, lenders began charging higher 

interest rates to compensate for the additional credit risk. Lending at higher costs relative to prime borrowers became 

known as subprime lending. In addition, structural trends in mortgage finance (i.e., decrease in the use of mortgage 

insurance, increase in home equity lending) that occurred during 2001 through 2005 led to fewer borrowers relying 

upon more traditional mortgage financing mechanisms, such as the FHA Hence, it would be misleading to characterize 

creditworthy borrowers that relied upon nontraditional mortgage financing arrangements or all nonprime borrowing as 

subprime. See Rajdeep Sengupta and William R. Emmons, What is Subprime Lending? Federal Reserve Bank of St. 

Louis, Economic Synopses, St. Louis, MO, 2007, http://research.stlouisfed.org/publications/es/07/ES0713.pdf.  
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18 See http://ofheo.gov/Default.aspx/webfiles/webfiles/14779/MMNOTE_09-04%5B1%5D.pdf. 

19 P.L. 109-432, the Tax Relief and Health Care Act of 2006, temporarily allowed mortgage insurance premiums paid 

for a personal residence to be tax deductible as mortgage interest for tax year 2007. P.L. 110-142, the Mortgage 

Forgiveness Debt Relief Act of 2007, extended that provision through December 31, 2010. See CRS Report RL33025, 

Fundamental Tax Reform: Options for the Mortgage Interest Deduction, by Pamela J. Jackson. 

20 A jumbo loan is defined as one having an amount that exceeds the maximum conforming loan limit. A conforming 

loan is one that Fannie Mae and Freddie Mac can purchase, which is why conforming loans typically carry lower 

interest rates than jumbo loans. See the jumbo-conforming mortgage loan rate spreads at http://www.banx.com/images/

lazear08_ERP_BanxQuote_Chart_NE-Club-6_550pix.jpg and http://news.mortgagecalculator.org/wp-content/uploads/

2010/03/Conforming-Jumbo-mortage-rate-spread.gif. 

21 The private mortgage insurance industry, along with the FHA, saw sharp declines in business as borrowers switched 

to using secondary mortgages to finance home purchases. See Federal Housing Finance Agency, State of the Private 

Mortgage Insurance Industry: Implications for the U.S. Mortgage Markets and the Enterprises, Mortgage Market Note 

09-4, Washington, DC, August 20, 2009, http://ofheo.gov/Default.aspx/webfiles/webfiles/14779/MMNOTE_09-

04%5B1%5D.pdf, p. 4 Chart 1; and Table 1: FHA Single Family Activity in the Home-Purchase Market Through 

March 2010 at http://www.hud.gov/offices/hsg/comp/rpts/fhamktsh/fhamkt_current.pdf. 

22 See Michael LaCour-Little, Eric Rosenblatt, and Vincent Yao, Follow the Money: A Close Look at Recent Southern 
California Foreclosures, Finance Department, California State University�² Fullerton, Unpublished manuscript, May 

2009, at http://www.areuea.org/conferences/papers/download.phtml?id=2133. 
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23 See CRS Report RL33775, Alternative Mortgages: Causes and Policy Implications of Troubled Mortgage Resets in 
the Subprime and Alt-A Markets, by Edward V. Murphy. 

24 See Table 2 in CRS Report RS22722, Securitization and Federal Regulation of Mortgages for Safety and Soundness, 

by Edward V. Murphy. 

25 For more information on automated underwriting and its adoption in the mortgage industry, see Robert B. Avery, 
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Qualifying Borrowers on Low, Unadjusted Interest Rates 
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Failure to Escrow for Property Taxes 
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�O�L�N�H�O�L�K�R�R�G���W�K�D�W���E�R�U�U�R�Z�H�U�V���D�U�H���X�Q�S�U�H�S�D�U�H�G���W�R���S�D�\���Z�K�H�Q���W�D�[���E�L�O�O�V���F�R�P�H���G�X�H�����6�R�P�H���I�L�U�V�W���W�L�P�H���K�R�P�H��
�E�X�\�H�U�V�����L�Q���S�D�U�W�L�F�X�O�D�U�����P�D�\���Q�R�W���X�Q�G�H�U�V�W�D�Q�G���W�K�D�W���S�U�R�S�H�U�W�\���W�D�[�H�V���D�U�H���D�V�V�H�V�V�H�G���D�Q�Q�X�D�O�O�\�����V�R���D���W�D�[���E�L�O�O��
�P�L�J�K�W���I�L�Q�G���W�K�H�P���X�Q�S�U�H�S�D�U�H�G�����5�H�S�D�\�P�H�Q�W���S�U�R�E�O�H�P�V���D�U�H���R�I�W�H�Q���W�U�L�J�J�H�U�H�G���E�\���V�R�P�H���X�Q�D�Q�W�L�F�L�S�D�W�H�G��
�H�[�S�H�Q�V�H��27���6�L�P�L�O�D�U�O�\�����D���O�D�F�N���R�I���S�U�H�S�D�U�H�G�Q�H�V�V���W�R���S�D�\���S�U�R�S�H�U�W�\���W�D�[�H�V���P�D�\���O�H�D�Y�H���V�R�P�H���E�R�U�U�R�Z�H�U�V��

                                                 
26 LIBOR stands for the London Interbank Offered Rate, which represents the global benchmark costs (interest rates) 

that banks and other financial entities pay to borrow unsecured funds from each other. A substantial amount of 

subprime mortgages were linked to LIBOR. For more information, see http://www.clevelandfed.org/research/

commentary/2009/012109.cfm and http://www.marketwatch.com/story/short-term-rates-jump-on-libor-spike-fed-

rethinking. 

27 �6�H�H���'�D�U�U�\�O���(�����*�H�W�W�H�U�����³�&�R�Q�W�U�L�E�X�W�L�Q�J���W�R���W�K�H���'�H�O�L�Q�T�X�H�Q�F�\���R�I���%�R�U�U�R�Z�H�U�V���´��The Journal of Consumer Affairs, vol. 37, no. 

1 (2003), pp. 86-100. 
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28 Home equity lending during this time period was available to prime borrowers. Borrowers with impaired credit had 

few alternatives if they also wanted to consolidate debt obligations or make home improvements. FHA does not insure 

home equity loans, and its cash-out refinance program requires borrowers to have an 85% loan-to-value ratio after 
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29 See CRS Report R40417, Macroprudential Oversight: Monitoring Systemic Risk in the Financial System, by Darryl 

E. Getter. 
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31 See Statutory Net Worth Categories at http://www.ncua.gov/Legal/GuidesEtc/ExaminerGuide/chapter17.pdf. 

32 Some critics argue that such off-balance sheet activities would not have been able to occur if banks had not been 

given permission to participate in wider variety financial activities. See Thomas M. Hoenig and Charles S. Morris, 

Restructuring the Banking System to Improve Safety and Soundness, Federal Reserve Bank of Kansas City, May 2011, 

http://www.kansascityfed.org/publicat/speeches/Restructuring-the-Banking-System-05-24-11.pdf. For more 

information on the supervision of Large Complex Banking Organizations, see Lisa M. DeFerrari and David E. Palmer, 
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�Q�R�W���Q�H�F�H�V�V�D�U�L�O�\���W�U�D�Q�V�O�D�W�H���L�Q�W�R���W�\�S�H�������H�U�U�R�U�V���R�U���V�L�J�Q�L�I�L�F�D�Q�W���U�H�G�X�F�W�L�R�Q�V���L�Q���F�U�H�G�L�W���D�Y�D�L�O�D�E�L�O�L�W�\���D�V���O�R�Q�J���D�V��
�W�K�H���I�H�G�H�U�D�O���J�R�Y�H�U�Q�P�H�Q�W���E�H�D�U�V���W�K�H���G�H�I�D�X�O�W���U�L�V�N���I�R�U���O�R�Z���G�R�Z�Q�S�D�\�P�H�Q�W���P�R�U�W�J�D�J�H���O�R�D�Q�V�� 

                                                 
45 See comments by the Securities Industry and Financial Markets Association at http://www.federalreserve.gov/

SECRS/2011/July/20110728/R-1417/R-1417_072211_84017_480101591206_1.pdf. 

46 For the definition of a high-cost loan as defined under the 1994 Home Ownership Equity and Protection Act (P.L. 

103-325, HOEPA) prior to the Dodd-Frank Act, see CRS Report RL34720, Reporting Issues Under the Home 
Mortgage Disclosure Act, by Darryl E. Getter. 

47 Discounts points associated with lowering the mortgage rate or fees paid to third party settlement service firms would 

be excluded from the definition of points and fees. For a summar�\���R�I���F�K�D�Q�J�H�V���W�R���+�2�(�3�$�¶�V���G�H�I�L�Q�L�W�L�R�Q�V���D�Q�G��
requirements, see http://www.freddiemac.com/learn/pdfs/uw/Pred_requirements.pdf. 

48 See comments by the American Securitization Forum on the proposed QM rules at 

http://www.americansecuritization.com/uploadedFiles/

ASF_Comments_on_Ability_to_Repay_QM_Proposed_Rule_7_22_11.pdf. 
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